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JOINT EMBASSY/COMUSK MESSAGE 

EO 11652: GDS 
TAGS: MASS, MPOL, KS 

SUBJECT: ROK FORCE IMPROVEMENT PLAN: ECONOMIC CONSIDERATIONS 



REF: 

A. SEOUL 5943 (DTG 050853Z AUG 75) 

B. SEOUL 6355 (DTG 190821Z AUG 75 

C. SEOUL 8760 (DTG R140149Z NOV 75) 

1. THIS IS THE SECOND OF THREE MESSAGES ON THE FIP. A 
SEPARATE AIRGRAM TRANSMITS DETAILED ECONOMIC TABLES AND 
EXPLAINS THE ASSUMPTIONS MADE IN THE ANALYSIS. WE BELIEVE 
SUFFICIENT DETAIL IS PROVIDED TO PERMIT WASHINGTON 
AGENCIES TO MODEL DIFFERENT ASSUMPTIONS. 

2. OUR ECONOMIC ANALYSIS SOUGHT ANSWERS TO TWO QUESTIONS: 
1) IN TERMS OF TOTAL RESOURCES, CAN THE KOREAN ECONOMY 
AFFORD THE FIP? AND 2) CAN THE BALANCE OF PAYMENTS SUPPORT 
THE FOREIGN EXCHANGE COSTS INVOLVED? 
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3. THE RESPONSE TO THE FIRST WAS POSITIVE. THE ECONOMY IS 
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NOW LARGE ENOUGH TO HANDLE THE PROPOSED INCREASES IN MILITARY 
EXPENDITURE, AT THE COST OF LOWER INVESTMENT THAT WILL REDUCE 
GNP GROWTH IN SUBSEQUENT YEARS. HOWEVER, THE REDUCTIONS ARE 
RELATIVELY SMALL, I.E. FROM 8 PERCENT TO ABOUT 7 PERCENT 
GROWTH P.A. ON THE AVERAGE. 

4. THE ANALYSIS OF THE BALANCE OF PAYMENTS IMPACT REACHED 
LESS OPTIMISTIC CONCLUSIONS BASED ON THE AMOUNT OF NEW 
BORROWING NEEDED AND THE RESULTING DEBT-SERVICE RATIOS. 

THE PROBLEM IS THE ALREADY HIGH BALANCE OF PAYMENTS DEFICIT, 

THE PROSPECT THAT IT WILL CONTINUE TO BE HIGH DURING AT 
LEAST 1976-80 AND KOREA’S LIMITED CAPACITY TO SECURE OR 
SERVICE ADDITIONAL DEBT. 

5. GIVEN THE PROJECTED BALANCE OF PAYMENTS DEFICITS 
THROUGH THE PERIOD THE FIP IS PROGRAMMED, WE HAVE ASSUMED 
IT WILL HAVE TO BE FINANCED BY BORROWING ABROAD DIRECTLY 
OR INDIRECTLY (I.E. OTHER IMPORTS FOR WHICH KOREA WOULD 
HAVE PAID CASH ARE FINANCED BY BORROWING, FREEING THE 
CASH TO PAY FOR MILITARY IMPORTS). THAT ASSUMPTION MAY 

BE INCORRECT, IF EXPORTS GROW MORE RAPIDLY THAN WE THINK 
OR IF IMPORTS FOR CONSUMPTION, ALREADY AUSTERE, CAN BE 
REDUCED MORE. IN ANY CASE, THE ASSUMPTION THAT THE ENTIRE 
SUM IS BORROWED IS PROBABLY WISE FOR DECISION-MAKING 
PURPOSES BECAUSE IT LEADS TO A "WORST - CASE" ESTIMATE OF 
THE FINANCING PROBLEM. WE CONCLUDE THAT FINANCING PROBLEMS 
WOULD PROBABLY BE UNMANAGEABLE WITHOUT FMS GUARANTIES ON 
ABOUT HALF OF THE CRIDITS. 

6. EVEN THE MODIFIED FIP, RECOMMENDED BY THE COUNTRY TEAM 
REQUIRES GROSS DEFENSE FOREIGN EXCHANGE OUTLAYS OF 
ABOUT $925 MILLION P.A. IN 1976-80 COMPARED TO AN ESTIMATED 
$355 MILLION IN 1975 (THESE FIGURES INCLUDE SERVICE 

OF FMS DEBT INCURRED IN 1974-75 BUT EXCLUDE SERVICE 
OF NEW BORROWING FOR 1976-80 DEFENSE FINANCING). THESE 
LARGE MAGNITUDES WOULD AGGRAVATE A BALANCE OF PAYMENTS 
DEFICIT ON CURRENT ACCOUNT (PRIOR TO FIP) WHICH WE ESTIMATE 
AT AROUND $1.65 BILLION IN 1976 AND WHICH WILL PROBABLY 
DECLINE ONLY SLOWLY TO ABOUT $1.2 BILLION IN 1980. 
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7. SINCE THE KOREAN ECONOMY IS DEVELOPED ENOUGH TO SUPPORT 
THE FIP, IT WOULD BE INCONSISTENT TO CONCLUDE THAT IT 
WOULD BE IMPOSSIBLE TO EARN THE NEEDED FOREIGN EXCHANGE 
OVER TIME TO PAY FOR THESE MILITARY-ESSENTIAL IMPORTS. 

THUS THE PROBLEM IS ESSENTIALLY A SHORT-RUN TRANSITION 
PROBLEM, REQUIRING A MAJOR EXPANSION IN OREAN EXPORT 
INDUSTRIES, A CHANGE THAT CANNOT BE ACCOMPLISHED OVER 
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NIGHT. IN OTHER WORDS, GIVEN KOREA'S DECISION TO INCREASE 
DEFENSE IMPORTS FOR IMMEDIATE USE, IT MUST "BORROW NOW AND EARN 
LATER". 
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8. THE LARGE ADDITIONAL DEFICITS WOULD ADD GREATLY TO 
KOREA’S PROBLEM OF FINDING SUFFICIENT FINANCING. WE 
ESTIMATE KOREA'S MAXIMUM PROBABLE NON-DEFENSE LOAN 
RECEIPTS IN 1976 AT ABOT $1.8 BILLION, OR AROUND $1.3 
BILLION NET OF REPAYMENTS. BY 1980 GROSS LOAN RECEIPTS 
MIGHT RISE TO NEARLY $2.5 BILLION, BUT WOULD BE ONLY ABOUT 
$1.4 BILLION AFTER REPAYMENTS (ALL FIGURES IN 1975 PRICES). 
FINANCING FOR THE ADDITIONAL PROJECTED DEFENSE FX COSTS 
(INCLUDING DEBT SERVICE ON THE ADDED BORROWING) RUNNING 
FROM $550 MILLION IN 1976 TO $998 MILLION IN 1980 

WOULD THEN HAVE TO BE ADDED TO THE NON-DEFENSE FINANCING. 

9. IF ALL THE ADDITIONAL DEFENSE FX COSTS COULD BE 
FINANCED BY FMS OR EQUIVALENT CREDITS (ON TERMS OF 10 
PERCENT AND 10 YEARS) KOREA'S DEBT SERVICE WOULD INCREASE 
FROM ABOUT 14 PERCENT IN 1975 TO OVER 18 PERCENT BY THE 
PEAK SERVICE PERIOD OF 1980-81. LESS LEBERAL DEFENSE 
CREDIT TERMS WOULD OF COURSE RAISE THE DEBT-SERVICE RATIOS. 
JUDGING FROM THE FACT THAT A 20-21 PERCENT DEBT-SERVICE RATIO 
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IN 1970-71 WAS FOUND EXCESSIVE BY THE IMF, IBRD AND MAJOR 
DONORS, A TOTAL DEBT-SERVICE RATIO OF MORE THAN ABOUT 18 
PERCENT WOULD RISK IMPAIRING LENDER CONFIDENCE. BECAUSE OF 
SECRET 
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THE PSYCHOLOGICAL CONTENT, IT IS OF COURSE DIFFICULT TO JUDGE 
AT WHAT LJXEL LNDER CONFIDENCE WOULD BE IMPAIRED, BUT ONE 
MAJOR DIFFERENCE FROM 1970-71 IS THAT KOREA NOW OWES OVER 
$2 BILLION IN SHORT-TERM OBLIGATIONS (OF UNDER ONE YEAR, 

MAINLY TO U.S. BANKS) WHEREAS ITS SHORT-TERM LIABILITIES 
WERE ONLY ABOUT $500 MILLION IN 1970-71 . WE BELIEVE IT 
WOULD BE EXTREMELY RISKY (AND PROBABLY IMPOSSIBLE) FOR 
KOREA TO TRY TO FINANCE ITS ADDITIONAL DEFENSE FX COSTS 
BY ADDING TO ITS SHORT TERM BANK LIABILITIES. 

10. THUS WE CONCLUDE THAT THE PROJECTED DEFENSE COSTS 
WILL BE BARELY WITHIN KOREA'S PROBABLE CAPACITY TO SERVICE 
THE ADDITIONAL BORROWING AND THAT IT WILL BE IMPOSSIBLE 
TO SECURE THE NECESSARY FOREIGN EXCHANGE FINANCING IN 
THE ABSENCE OF FMS GUARANTIES FOR AT LEAST HALF THE 
ADDITIONAL BORROWI. THIS CONCLUSION ACCORDS WITH 
MISSION EXPERIENCE THAT MILITARY SUPPLIERS EXPRESS A 
WILLINGNESS TO OBTAIN UNGUARANTEED COMMERCIAL CREDITS 
EQUAL TO THE GUARANTEED PORTION AND THE WILLINGNESS 

OF BANKS AND INVESTORS TO LEND WHERE A LARGE PORTION OF 
THE LOAN HAS AN EX-IM GUARANTY. 

1 1 . TO THE EXTENT THAT CREDITS BOTH GUARANTEED AND 
UNGUARANTEED. ARE NOT FORTHCOMING, THE ROKG MUST SEEK 
ALTERNATIVES: (1) SCALING DOWN OR STRETCHING OUT THE 

FIP TO MEET AVAILABLE FINANCING, (2) SLOWING DOWN INVESTMENT 
AND GROWTH MUCH MORE THAN CURRENTLY CONTEMPLATED BY THE 
ROKG (AND ANY SUCH ADJUSTMENT WILL REQUIRE VERY CAREFUL 
MANAGEMENT) AND (3) SOME COMBINATION OF THE TWO. THEY 
INCUR RISKS AND ARE UNDESIRABLE. AT THE SAME TIME, OUR 
ANALYSIS HAS BEEN BASED ON PROJECTIONS OF TRENDS WHICH 
MAY BE WIDELY WRONG IN ANY GIVEN YEAR. UNDER THESE 
CIRCUMSTANCES, THE ROKG WOULD BE COMPELLED TO SLOW OR 
QUICKEN EXECUTION OF THE FIP FOR A YEAR. SUCH VARIATIONS 
BASED ON NORMAL RANDOM VARIATIONS IN ECONOMIC PERFORMANCE 
WOULD NOT, HOWEVER, BE EXPECTED TO DELAY COMPLETION OF THE 
FIP SIGNIFICANTLY. THE ONLY REAL LIMIT ON EXECUTION IS 
EITHER ECONOMIC PERFORMANCE BELOW WHAT WE PROJECT ON 
CONSERVATIVE ASSUMPTIONS OR INABILITY TO BORROW SUFFICIENTLY. 

12. TO DATE THE CONCERNED AGENCIES OF THE ROKG HAVE NOT 
SECRET 
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COMPLETED THEIR OWN ANALYSIS OF THE ECONOMIC CONSEQUENCES 
OF CARRYING OUT THE FIP, AND THERE REMAINS SOME 
DISAGREEMENT ABOUT THE UNDERLYING FACTS. WE HAVE GIVEN 
THE EPB OUR TABLES AND EPB OFFICIALS HAVE RAISED QUESTIONS 
ABOUT SOME OF THE FIGURES WHICH WE EXPECT TO RESOLVE IN 
THE NEAR FUTURE. NEVERTHELESS, THE EPB OFFICIALS ARE 
PERSUADED THAT WITH SUBSTANTIAL HELP FOR THE U.S. IN 
THE FORM OF FMS GUARANTEED COMMERCIAL CREDITS OR OTHER 
BALANCE OF PAYMENTS SUPPORT, THEY WILL BE ABLE TO RAISE 
THE REMAINDER ON THE OPEN MARKET, AND MOREOVER, WILL BE 
ABLE TO EARN MORE FOREIGN EXCHANGE FROM AN INCREASED 
EMPHASIS ON EXPORTS AND ON IMPORT SUBSTITUTION. HOWEVER, 

IF ALL ELSE FAILED, AND THEY CONCLUDED THAT THE ECONOMY 
WAS IN DANGER, THEY WOULD MAKE THE HARD CHOICE AND SLOW 
DOWN EXECUTION OF THE FIP IN ORDER TO AVOID ENDANGERING 
THEIR HIGHLY SUCCESSFUL ECONOMIC POLICY OF RAPID GROWTH. 

13. THE AMBASSADOR HAS CLEARED THIS MESSAGE. 

ERICSON 
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